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EFFECTS OF SUBTITLE B OF S. 1766 TO THE
PUBLIC UTILITY HOLDING COMPANY ACT

WEDNESDAY, FEBRUARY 6, 2002

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, D.C.

The committee met, pursuant to notice, at 9:32 a.m., in room
SD-366, Dirksen Senate Office Building, Hon. Jeff Bingaman,
chairman, presiding.

OPENING STATEMENT OF HON. JEFF BINGAMAN,
U.S. SENATOR FROM NEW MEXICO

The CHAIRMAN. Why do we not go ahead with the hearing?

This is a hearing to examine the effects of the repeal of the Pub-
lic Utility Holding Company Act of 1935 on energy markets and en-
ergy consumers and whether the recent events, particularly related
to the collapse of Enron, raise concerns that there are protections
that are afforded by PUHCA that need to remain in place. And the
obvious question is whether the legislation that we are preparing
to consider on the Senate floor has adequate protections in it. Sen-
ator Daschle and I have introduced a bill that contains a repeal of
PUHCA, but there are many issues that continue to be raised
about the adequacy of the protections against some of the abuses
involved with the Enron collapse.

It may seem unusual to people to be having a hearing on this
type of major provision in legislation so late in the process or so
soon before we actually get to consideration of a bill on the floor,
but I do think that questions that have been raised justify us going
ahead with the hearing.

The Holding Company Act clearly creates barriers to entry into
the electricity and the gas businesses. That was a purpose of the
legislation. Obviously, as we move to a market-based industry,
rather than a monopoly-based industry, the appropriateness of
maintaining those barriers has been brought into question.

There are protections for consumers and shareholders as well in
the Public Utility Holding Company Act, and many of those do not
constitute barriers to entry. I think there is a consensus that those
should be preserved in some form, and the question is whether we
have the right form. We have provisions in the bill that we have
proposed that are intended to replace some of the key provisions
in PUHCA and to supplement existing authority in order that we
can assure that consumers are adequately protected if PUHCA is
repealed.
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We want to hear from the witnesses today about the adequacy
of the provisions we have included in our proposed bill, if there is
something else that is needed before Congress proceeds to consider
repeal of PUHCA, and what the effect of all of this will be on the
structure of the electricity market in particular, the electricity in-
dustry in particular, in the future.

I believe, although Senator Murkowski is not here, the prime
sponsor of the bill to repeal PUHCA in the Banking Committee, a
bill which has been reported out of the Banking Committee with
a substantial vote, is here, and that is Senator Shelby. And I was
going to ask him to make any short statement he would like before
we got to the witnesses.

STATEMENT OF HON. RICHARD C. SHELBY, U.S. SENATOR
FROM ALABAMA

Senator SHELBY. Thank you, Mr. Chairman.

Mr. Chairman, as you have just said, the Senator Banking Com-
mittee reported S. 206, the Public Utility Holding Company Act of
2001, favorably by a vote of 18 to 1.

I appreciate your calling this hearing, Mr. Chairman, and wel-
come the opportunity to clarify and reinforce the need for reform
of the Public Utility Holding Company Act of 1935 that we know
as PUHCA.

If the purpose of this hearing, Mr. Chairman, is to bring to light
the problems with Enron and their business practices and how
PUHCA could have saved the day, then I think this hearing is mis-
guided and inappropriately timed. If, Mr. Chairman, on the other
hand, the goal is to highlight the realities of PUHCA, in light of
Enron’s collapse, then I think that we should take this opportunity
to distinguish fact from fiction just to be sure we are all working
with the same information.

It has long been my belief that PUHCA has become a barrier to
innovation and competition in the utility industry. Numerous stud-
ies have found that the conduct that gave rise to the act has all
but disappeared, and since PUHCA'’s inception in 1935, comprehen-
sive Federal securities regulations have been developed that, in es-
sence, duplicate those required by the act. At the same time,
changes in the industry have brought into question the continuing
relevance of a monopoly-based model of regulation.

Mr. Chairman, I believe the facts clearly show that Enron’s col-
lapse had nothing to do with the Public Utility Holding Company
Act of 1935. Enron, for example, was not subject to the registration
requirements of PUHCA. The SEC had numerous opportunities to
review Enron’s activities to determine whether or not the provi-
sions of PUHCA applied to them.

After close review and consideration of the act, the SEC either
issued no-action letters, which I would interpret to mean the SEC
did not believe Enron was engaging in activities covered under the
Public Utility Holding Company Act, or they issued a single-State
exemption, which was clearly provided for under the law. I am
pleased, Mr. Chairman, that Commissioner Hunt is here to detail
for us what PUHCA was intended to do, under what circumstances
it was intended to apply, and how it was ultimately implemented.
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For more than a decade, industry, regulators, Congress, and con-
sumer groups have called for repeal and/or reform of PUHCA. I ap-
preciate this opportunity to review PUHCA and clarify the need for
reform.

Mr. Chairman, I want to thank you for allowing me to make a
statement out of turn on this issue, and I believe this will be a good
hearing.

I have a conflict, Mr. Chairman, that requires me to leave, but
I hope you have a long and interesting hearing.

The CHAIRMAN. Thank you.

I am told that some of the other members here wanted to make
short statements. Let me just call on them, if they do. Senator
Wyden, did you wish to make any statement?

STATEMENT OF HON. RON WYDEN, U.S. SENATOR
FROM OREGON

Senator WYDEN. I would and I will be very brief, Mr. Chairman.

I am anxious to explore this issue because a coalition of con-
sumer groups recently has raised some very troubling questions in
a letter to our committee about how Enron avoided regulation
under PUHCA. These groups asserted that if Enron had been regu-
lated as a holding company under the act, the collapse of Enron
might have been avoided.

Whether one supports or opposes PUHCA, the law is still on the
books. It is Congress’ job, not that of the regulators, to decide
whether it ought to be repealed or not. So, I want to see how it
was that Enron was able to fly under the regulatory radar screen.
I think we need to examine whether there was proper enforcement
of the law, whether there was a adequate review when Enron self-
certified that it qualified for exemption under PUHCA.

So, there are a number of questions I want to ask the witnesses
about this, and I appreciate your holding this hearing so promptly,
Mr. Chairman.

The CHAIRMAN. Very good. Senator Campbell, did you wish to
make a short statement?

STATEMENT OF HON. BEN NIGHTHORSE CAMPBELL,
U.S. SENATOR FROM COLORADO

Senator CAMPBELL. Very short, Mr. Chairman. Thank you for
holding this hearing.

Repeating, PUHCA has been discussed and criticized for several
years, and I think we have done six or eight hearings in this com-
mittee on it. In fact, many PUHCA critics argue that the 66-year-
old act amounts to an outdated, burdensome, and duplicative set
of regulations. They believe that existing State regulation over re-
tail sales, Federal oversight of wholesale transmission, and existing
antitrust regulations provide sufficient security for the ratepayers.
Others strongly argue that PUHCA should not be repealed. They
believe that the Public Utility Holding Company Act is the only
regulation that effectively prohibits companies from risky invest-
ments and under-capitalization that could hurt ratepayers.

I, like many of the members of this committee, tend to support
limited government involvement because I think all parties can act
more efficiently without too much government involvement. But
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surely the government’s oversight should be streamlined as much
as possible.

I am also concerned that streamlining government oversight to
some degree might harm consumers. This year, of course, the
Enron debacle has added a new twist to our hearings that we did
last year, but I like Senator Shelby think we should probably not
focus on whether to repeal PUHCA solely in terms of the Enron sit-
uation.

It is well documented that Enron was an exempted company be-
cause it was a trading company, owning only one utility in Oregon.
Some might argue that if Enron was not exempted from PUHCA,
then sufficient government oversight would have prevented the
company’s collapse. I think that is not only highly unlikely, but I
think that this line of argument takes us away from the central
focus of whether PUHCA should be repealed because it has out-
dated its usefulness.

In any event, I am looking forward to the hearing and I appre-
ciate your calling it. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much.

Senator Thomas, did you have any statement you wish to make?

STATEMENT OF HON. CRAIG THOMAS, U.S. SENATOR
FROM WYOMING

Senator THOMAS. Thank you, Mr. Chairman. I just agree with
the Senator that hopefully this is not an Enron hearing. I hope it
is on PUHCA. That is what we are talking about.

The CHAIRMAN. Let me ask. Senator Craig, did you have any
statement you wish to make?

STATEMENT OF HON. LARRY E. CRAIG, U.S. SENATOR
FROM IDAHO

Senator CRAIG. I wish to associate myself with the remarks of
the Senators from both Alabama and Colorado. Let us have the
hearing. Let us talk PUHCA.

The CHAIRMAN. Senator Hagel, did you have any statement?

Senator HAGEL. I have never heard of Enron, Mr. Chairman.

[Laughter.]

Senator HAGEL. I look forward to hearing the witnesses. Thank
you.

The CHAIRMAN. Senator Murkowski, did you have a statement
you wish to make?

STATEMENT OF HON. FRANK H. MURKOWSKI, U.S. SENATOR
FROM ALASKA

Senator MURKOWSKI. Thank you, Senator Bingaman. I appreciate
the opportunity to address this subject once again. We have had
this before the committee for an extended period of time. This topic
began long before my chairmanship, and hopefully under your
chairmanship, we can dispose of it.

I think it is fair to recognize that PUHCA was created in 1935
to address abuses associated with power generation. Since that
time, we have had a number of layers of regulatory oversight that
I feel address the concerns that we have in the oversight respon-
sibility of the committee.
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I noted when I came in the reference to Enron. I think I would
echo that the cause of Enron’s demise was primarily due to bad
business judgment, bad accounting practices, fundamental lack of
honesty and control within the management. It was not because
there were not enough regulations. PUHCA, specifically, had abso-
lutely nothing to do with these matters. With or without PUHCA,
Enron would have gone bankrupt. I do not think there is any ques-
tion about that. Crooks rob banks because that is where the money
is, and even though there are laws against it, it still occurs.

Now, I think it is curious that we are having a debate on the eve
of the Senate taking up a comprehensive energy bill, in which we
believe PUHCA reform should be included. It has been around a
long time, as I have said. It is well understood. This committee
held extensive hearings in the 104th, 105th, 106th, and early on in
the 107th Congress on electricity and the implications of PUHCA
repeal.

Incidentally, PUHCA repeal has been reported out by the Bank-
ing Committee four times since 1995. There is joint referral, with
the Banking Committee on that issue. In fact, it is the Banking
Committee’s jurisdiction.

PUHCA repeal in the Daschle bill, which is pending, is word for
word, from the Banking Committee’s reported bill, which was re-
ported out by a bipartisan vote of 19 to 1. The Banking Committee
fully understands the issue. It was not willing to create a super-
PUHCA at FERC to replace an antiquated PUHCA at the SEC.

Had our committee held a business meeting, I venture that we
would have agreed with the Banking Committee. But that was not
allowed to happen. As a consequence, Senator Bingaman and I
have had a discussion about this. I indicated I was for PUHCA re-
form. He feels that it is necessary to have this hearing to examine
it even further. The consequences of Enron as a probable cause of
this I can only reflect on with some conjecture.

In any event, I would hope that this hearing today does not stop
the momentum on PUHCA reform. I have supported PUHCA re-
peal on its merits. It is supported by the Bush administration. It
is a key part of their national energy plan. PUHCA repeal was also
reported by the Clinton administration, the Clinton administration.
It was a key part of their electricity legislation.

PUHCA repeal is both pro-competitive and pro-consumer.
PUHCA repeal does not eliminate consumer protections. It was
President Clinton’s Securities and Exchange Commission that rec-
ommended repeal of PUHCA. That recommendation was endorsed
by President Clinton and his FERC.

To meet consumer demands, we must get rid of the regulations
that prevent companies from responding to changing market condi-
tions. We have seen changing market conditions over the last year
in power generation. To meet consumer needs, we have to get rid
of those unnecessary regulations. I feel that participants in the
electric power industry are deterred from taking competitive ac-
tions out of fear of becoming tangled up with PUHCA.

How does this prevent companies from competing in the sense of
benefitting consumers? Some assert that PUHCA repeal will allow
consumers to be harmed. I find that false, and I would hope that
somebody might be able to enlighten me this morning. FERC will
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retain authority and responsibility for wholesale electric rates.
Wholesale rates can go up only if allowed by FERC. States retain
authority and responsibility for retail electric rates. Retail rates
can go up only if allowed by State regulatory authorities. What is
wrong with that? PUHCA repeal does not diminish these authori-
ties. There is no so-called regulatory gap created by PUHCA repeal.
Moreover, the Banking Committee language guarantees Federal
and State regulators access to utility books and records necessary
to protect consumers.

In addition, nothing in this language prevents other regulatory
agencies from protecting consumers, whether it be the Federal
Trade Commission, the U.S. Department of Justice, and the State
antitrust.

I have had these three principles for good electric legislation,
which has been coined by professional staff. One, we must deregu-
late where we can. Two, we must streamline where we cannot de-
regulate. Three, we must not stand in the way of States’ efforts to
address local concerns and needs. I think PUHCA repeal advances
all of these three principles.

My position is clear. I will not support any electricity title that
does not include PUHCA repeal. In addition, I will not support any
electricity title that replaces PUHCA with more draconian regula-
tions.

Finally, PUHCA is 66 years old. It was designed to cure the
problems of a long-gone, depression-era industry structure.

It is time to retire PUHCA.

The CHAIRMAN. Senator Johnson, did you have any opening
statement?

Senator JOHNSON. Mr. Chairman, I have a statement, but I am
going to simply submit it for the record. And I look forward to the
testimony of the panel.

The CHAIRMAN. Okay.

[The prepared statement of Senator Johnson follows:]

PREPARED STATEMENT OF HON. TiM JOHNSON, U.S. SENATOR
FroM SouTH DAKOTA

Mr. Chairman, this is an important and timely hearing on PUHCA. The Enron
situation has brought new attention to PUHCA, its effectiveness, and whether it is
still needed in a competitive energy environment.

For years, PUHCA has been attacked as a law that is outdated for today’s more
competitive environment, and that it is a relic of Depression-era laws. In response,
there have been continuous attempts to repeal PUHCA. I have always believed that
this must be approached cautiously. Today’s energy world is not a truly competitive
environment. There is competition on the wholesale market but very little competi-
tion in the retail market. In addition, some states have enacted electricity restruc-
turing, but others have not, leaving a unevenness to the competition in the field.
I have always been concerned about undue concentration and believe that we must
hlave enough safeguards to ensure that sustainable, competitive markets are in
place.

As you all know, S. 1766 includes provisions to repeal PUHCA but also included
provisions that would strengthen merger review, strengthen FERC’s ability to re-
view market-based rates, and increase market transparency. At the time of the bill’s
introduction in December, there appeared to be a fair amount of consensus that this
was a good approach to take if PUHCA was to be repealed.

However, the Enron collapse has resulted in another review of PUHCA repeal and
has raised new questions. As an exempt holding company, some of PUHCA’s stricter
rules would not have applied to Enron. On the other hand, perhaps if PUHCA was
not in place, Enron would have expanded its utility business far beyond what it did,
causing even greater havoc on customers and employees.
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We must look at this issue very carefully before decisions are made because there
are substantive arguments on both sides of this issue. Protecting consumers is of
paramount importance and we must consider whether PUHCA continues to play an
important role there. We must also must consider whether PUHCA’s presence is
creating more barriers than are necessary to enter electricity markets. We also must
consider whether additional safeguards are needed either on the state and/or federal
level Eo ensure that the activities of electricity utilities and entities are properly re-
viewed.

Mr. Chairman, there is not much time before the Senate is due to consider the
energy legislation but holding this hearing is an important opportunity to hear the
viewpoints of those concerned. There are strong views on both sides on this issue
and the only way to move forward is to find some consensus. Ultimately, the needs
of energy consumers are the most important factor in this debate. The only way to
protect consumers is to determine the most rational solution. It is clear that this
is your goal and I pledge to work with you and the rest of the Senate in the coming
weeks to help achieve consensus that helps our consumers.

The CHAIRMAN. We have five very distinguished witnesses here.
Let me introduce them all and then we will just call on them in
the order that I introduce them and give them each about 10 min-
utes. If they could try to summarize their main points, they do not
need to take 10 minutes, but they have got that long if they want
to.

First, the Honorable Isaac C. Hunt, Jr., who is a Commissioner
with the Securities and Exchange Commission, is here to speak on
behalf of the Securities and Exchange Commission.

Next is the Honorable Roy Hemmingway, who is Chairman of
the Oregon Public Utility Commission, in Salem, Oregon.

Next, Ms. Cynthia Marlette, who is the General Counsel for the
Federal Energy Regulatory Commission.

Mr. David Sokol, who is the chairman and CEO of MidAmerican
Energy Holdings Company in Des Moines, Iowa.

And Mr. Scott Hempling, who is an attorney at law in Silver
Spring, Maryland.

We appreciate their being here. Why do we not just proceed in
that order? Mr. Hunt, why do you not begin and we would be anx-
ious to hear your point of view.

STATEMENT OF ISAAC C. HUNT, JR., COMMISSIONER,
U.S. SECURITIES AND EXCHANGE COMMISSION

Mr. HUNT. Thank you. Good morning, Chairman Bingaman,
ranking member Murkowski, and members of the committee. I am
Commissioner Isaac Hunt of the U.S. Securities and Exchange
Commission.

I am pleased to have this opportunity to testify before you on be-
half of the SEC regarding the provisions in title II of S. 1766, the
Energy Policy Act of 2002, which would repeal much of the Public
Utility Holding Company Act of 1935.

As you know, for almost 20 years, the SEC has consistently sup-
ported repeal of those provisions of PUHCA that either duplicate
laws administered by other regulators or that are no longer nec-
essary. Since I last testified on PUHCA repeal in December, the
magnitude of the Enron debacle and the harm that Enron’s col-
lapse has tragically inflicted on the company’s investors and em-
ployees has become clearer. Congress and various regulatory agen-
cies, including the SEC, are appropriately investigating what hap-
pened at Enron, why it happened, and what should be done to pre-
vent Enron-like debacles in the future.
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As we continue to investigate and learn from the events sur-
rounding that collapse, we remain open-minded and, of course,
would reconsider our views on conditional PUHCA repeal if war-
ranted. Currently, however, we are not aware of anything that
would cause us to conclude that there is reason to abandon our
longstanding support for conditional PUHCA repeal.

Before discussing the SEC’s current views on PUHCA, it is use-
ful to review the history of the SEC’s longstanding support of re-
peal. As you know, PUHCA was enacted in 1935 in response to
abuses that had occurred in the gas and electric industry during
the first quarter of the last century. These abuses included misuse
of the holding company structure, inadequate disclosure of the fi-
nancial position and earning power of holding companies, unsound
accounting practices, excessive debt issuances, and abusive affiliate
transactions. The 1935 act was enacted to address these problems.

In the early 1980’s, however, the SEC concluded that many as-
pects of the 1935 act duplicated other State and Federal regulation.
In addition, changes in the investment banking industry had pro-
vided investors and consumers with additional protections unfore-
seen in 1935. The SEC, thus, unanimously recommended that Con-
gress repeal the 1935 act.

However, repeal legislation was not enacted during the 1980’s.

In response to accelerating changes in the utility industry during
the early 1990’s, in 1994, then-Chairman Arthur Levitt directed
the SEC’s staff to undertake a study of the 1935 act. The resulting
report both recommended repeal and identified areas in which the
Commission could adopt administrative initiatives to streamline
regulation under the 1935 act.

Currently, as I have indicated, the Commission continues to sup-
port repeal of PUHCA as long as repeal is accomplished in a way
that gives the Federal Energy Regulatory Commission and State
regulators sufficient authority to protect utility consumers. Not
surprisingly, however, in light of recent events, there are those who
are now asking whether Enron’s collapse should cause those who
support PUHCA repeal to reconsider.

As I stated at the beginning of my testimony, the harm that
Enron’s collapse has tragically inflicted on that company’s investors
and employees is now readily apparent.

Enron is currently an exempt holding company under PUHCA.
When Enron acquired Portland General Electric in 1998, it claimed
an exemption under our rule 2 under PUHCA as an intrastate
holding company. Enron was able to claim this exemption because
it was incorporated in Oregon, Portland General, its only utility
subsidiary, was incorporated in Oregon, and Portland General’s
utility operations were located in Oregon. Enron recently agreed to
sell Portland General to Northwest Natural Gas, a transaction that
is subject to Commission approval under PUHCA.

In 1994, Enron Power Marketing Inc., a subsidiary of Enron, re-
ceived a no-action letter from the staff in our Division of Invest-
ment Management in which the staff agreed not to recommend en-
forcement action against Enron Power if it engaged in power mar-
keting activities without its or Enron’s registering under the 1935
act. In its request for no-action relief, Enron Power argued that the
contracts, books, records, and other materials underlying its power
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marketing activities were not “facilities used for the generation,
transmission, or distribution of electric energy for sale;” that the
power market subsidiary was, therefore, not an electric company
for purposes of PUHCA; and that Enron was, thus, not a utility
holding company for purposes of PUHCA. Enron Power’s request
stated that at the time other companies were already engaged in
similar power marketing activities. The staff gave Enron Power the
requested no-action relief. Since that time, the staff has given anal-
ogous no-action relief to approximately 20 other companies.

With respect to PUHCA, as we continue to investigate and learn
from the events surroundmg Enron’s collapse, we remain open-
minded and, of course, will reconsider our views on repeal if war-
ranted. Currently, however, it appears that the tragic collapse of
Enron is not a result of its classification or lack of classification as
a public utility holding company.

Enron is a tragedy for the entire system of disclosure regulation.

All investors, including investors in the public utility holding
companies, are entitled to a regulatory system that produces disclo-
sure that is meaningful and intelligible. To address flaws in the
current system, we are considering ways to ensure that investors
receive more current disclosure, better disclosure of trend and eval-
uative data, and clear and informative financial statements.

Likewise, in order to prevent our system of accounting from
being abused, whether by public utility holding companies or other
types of companies, we are working to establish a better system of
private regulation of the accounting profession and to make sure
that the Federal Accounting Standards Board, or FASB, responds
expeditiously and clearly to establish needed accounting standards.

As I stated earlier, we as a commission continue to believe that
Congress should repeal PUHCA in a way that ensures the protec-
tion of utility consumers.

First, FERC and the State regulators should be given additional
authority to monitor, police, and regulate affiliate transactions. As
long as the electric and gas utilities continue to function as monop-
olies, there will be a need to protect against cross-subsidization.
The best means of guarding against such cross-subsidization is
likely to be audits of books and records and Federal oversight of
affiliate transactions. Any move to repeal PUHCA should include
provisions giving FERC and State regulators the necessary tools to
engage in this type of oversight. In addition, Congress should con-
sider giving FERC the authority to issue rules prohibiting or limit-
ing those types of affiliate transactions that it concludes are inher-
ently abusive.

Second, repeal of PUHCA would remove barriers that now exist
to consolidation within the utility industry, as well as barriers that
prevent diversified, non-utility companies from acquiring utilities.
Removal of these restrictions may raise competitive issues related
to the market power of utilities. Although PUHCA gives the SEC
authority to review the potential anti-competitive effects of utility
acquisitions, in recent years the SEC has looked to other regu-
lators, such as FERC, the Department of Justice, and the Federal
Trade Commission, for their expertise in assessing competitive
issues, an approach of “watchful deference” to the work of our fel-
low regulators.
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Therefore, repeal of PUHCA is unlikely to affect how market
power issues are reviewed at the Federal level. Nonetheless, be-
cause repeal of PUHCA may increase consolidation in the utility
industry, Congress could conclude that provisions such as section
202 of S. 1766 are necessary to give FERC sufficient authority to
ensure that what consolidation does occur in the utility industry
does not harm consumers.

Third, I know that Congress and others are considering other
types of consumer protections in the utility area. For example,
there has been discussion of whether FERC needs additional rate-
making authority in the wholesale electricity markets. Likewise,
there has been discussion of whether FERC or the Commodity Fu-
tures Trading Commission should be given additional authority to
oversee trading in energy-related derivatives to prevent manipula-
tion. While I recognize that it is important for Congress to consider
issues of these types, the SEC does not have statutory authority to
regulate utility rates under PUHCA. Likewise, PUHCA does not
give the SEC authority to attempt to prevent manipulation in the
energy trading markets. The SEC therefore lacks the expertise to
express a view on whether reforms are needed in these two just-
mentioned areas.

Finally, repealing the act should not be viewed as a magic solu-
tion to the current problems facing the U.S. utility industry. For
example, because the act does not currently limit investment in
generation facilities, repeal would not directly affect the supply of
electricity in the United States. Instead, repeal of the act would
eliminate regulatory restrictions that prohibit utility holding com-
panies from owning utilities in different parts of the country and
that prevent non-utility businesses from acquiring regulated utili-
ties.

Repeal of the act would also eliminate any impediment that ex-
ists to other regulators’ attempts to modernize regulation of the
utility industry. For example, during the past year, questions have
arisen about how the act will impact the ability of FERC to imple-
ment its plans to restructure the control of transmission facilities
in the United States. While we believe that we have the necessary
authority under the act to deal with the issues created by FERC’s
restructuring, without impeding that restructuring, repeal of the
act would, nonetheless, effectively resolve those issues.

This example, however, raises the broader issue of the relation-
ship between FERC’s and the SEC’s regulation of the utility indus-
try. FERC is clearly the agency that Congress intended to take the
lead role in regulating the utility industry. The SEC, in contrast,
as you know, is primarily devoted to regulating the securities mar-
kets. Although we always attempt to work together with FERC to
ensure that, to the extent possible, our regulation of utility holding
companies under PUHCA does not impede FERC’s ability to regu-
late the utility industry, sometimes conflict is inevitable. Given
this, if Congress chooses not to repeal PUHCA, we believe that re-
sponsibility for that act, whether in its current form or in a modi-
fied form, should be transferred from the SEC to FERC. Given the
nature of FERC’s responsibilities and its expertise in regulating
the utility industry, it is simply in a better position to balance the
goals of PUHCA and the other statutes it administers and thereby
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regulate the utility industry in a more consistent and effective
manner.

The SEC takes seriously its duties to administer faithfully the
letter and spirit of the 1935 act and is committed to promoting the
fairness, liquidity, and efficiency of the U.S. securities markets. By
supporting conditional repeal of the 1935 act, the SEC hopes to re-
duce unnecessary regulatory burdens on America’s energy industry,
while providing adequate protections for energy consumers.

Thank you, Mr. Chairman. I would be glad to try to answer any
questions you might have.

[The prepared statement of Mr. Hunt follows:]

PREPARED STATEMENT OF IsAAc C. HUNT, JR., COMMISSIONER,
SECURITIES AND EXCHANGE COMMISSION

I. INTRODUCTION

Chairman Bingaman, Ranking Member Murkowski, and Members of the Commit-
tee: I am pleased to have this opportunity to testify before you on behalf of the Secu-
rities and Exchange Commission (“SEC”) regarding the provisions in Title I of S.
1766, the Energy Policy Act of 2002, that would repeal much of the Public Utility
Holding Company Act of 1935 (“PUHCA” or “the Act”). As you know, for almost
twenty years the SEC has consistently supported repeal of those provisions of
PUHCA that either duplicate laws administered by other regulators or that are no
longer necessary. The SEC has always stressed, however, that in order to protect
the customers of multistate, diversified utility holding companies, it is necessary to
give the Federal Energy Regulatory Commission (“FERC”) and state regulators au-
thority over the books and records of holding companies and authority to regulate
their ability to engage in affiliate transactions. Since I last testified on PUHCA re-
peal in December, the magnitude of the Enron debacle, and the harm that Enron’s
collapse has tragically inflicted on the company’s investors and employees, has be-
come clearer. Congress and various regulatory agencies, including the SEC, are ap-
propriately investigating what happened at Enron, why it happened and what
should be done to prevent Enron-like debacles in the future. As we continue to in-
vestigate and learn from the events surrounding Enron’s collapse, we remain open-
minded and, of course, would reconsider our views on conditional PUHCA repeal if
warranted. Currently, however, I am not aware of anything that would cause us to
conclude that there is reason to abandon our longstanding support for conditional
PUHCA repeal.

II. BACKGROUND

Before discussing the SEC’s current views on PUHCA, it is useful to review the
history of the SEC’s longstanding support of repeal. PUHCA was enacted in 1935
in response to abuses that had occurred in the gas and electric industry during the
first quarter of the last century.! The abuses included misuse of the holding com-
pany structure, inadequate disclosure of the financial position and earning power
of holding companies, unsound accounting practices, excessive debt issuances, and
abusive affiliate transactions.

The 1935 Act addressed these problems by giving the Commission authority over
various practices of holding companies, including their issuance of securities and
their ability to engage in affiliate transactions. The Act also placed restrictions on
the geographic scope of holding company systems and limited registered holding
companies to activities related to their gas or electric businesses. Because of its role
in addressing issues involving securities and financings, the SEC was charged with
administering the Act. In the years following the passage of the 1935 Act, the SEC
worked to reorganize and simplify existing public utility holding companies in order
to eliminate abuses.

In the early 1980s, however, the SEC concluded that many aspects of the 1935
Act regulation had become redundant. Specifically, state regulation had expanded
and strengthened since 1935, and the SEC had enhanced its regulation of all issuers
of securities, including public utility holding companies. The SEC therefore con-
cluded that the 1935 Act had accomplished its basic purpose and that many of its
remaining provisions were either duplicative or were no longer necessary to prevent

1See 1935 Act section 1(b), 15 U.S.C. § 79a(b).
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the recurrence of the abuses that had led to the Act’s enactment. The SEC thus
unanimously recommended that Congress repeal the Act.2

For a number of reasons—including continuing concern about the potential for
abuse through the use of a multistate holding company structure, related concerns
about consumer protection, and the lack of a consensus for change—repeal legisla-
tion was not enacted during the early 1980s. Because of continuing change in the
industry, however, the SEC continued to look at ways to administer the statute
more flexibly.

In response to accelerating changes in the utility industry during the early 1990s,
in 1994, then-Chairman Arthur Levitt directed the SEC’s Division of Investment
Management to undertake a study, under the guidance of then-Commissioner Rich-
ard Y. Roberts, to examine the continued vitality of the 1935 Act. The study was
undertaken as a result of the developments noted above and the SEC’s continuing
need to respond flexibly in the administration of the 1935 Act. The purpose of the
study was to identify unnecessary and duplicative regulation, and at the same time
to identify those features of the statute that remain appropriate in the regulation
of the contemporary electric and gas industries.3

The SEC staff worked with representatives of the utility industry, consumer
groups, trade associations, investment banks, rating agencies, economists, state,
local and federal regulators, and other interested parties during the course of the
study. In June 1995, a report of the findings made during the study (“Report”) was
issued. The staff's Report outlined the history of the 1935 Act, described the then-
current state of the utility industry as well as the changes that were taking place
in the industry, and again recommended repeal of the 1935 Act. The Report also
outlined and recommended that the Commission adopt a number of administrative
initiatives to streamline regulation under the Act.

Since the report was published, the utility industry in the United States has con-
tinued to undergo rapid change. Congress has facilitated many of these changes. For
example, as a result of various amendments to the Act, any company, including reg-
istered and exempt holding companies, is now free to own exempt wholesale genera-
tors and foreign utilities and to engage in a wide range of telecommunications ac-
tivities.4 In addition, the SEC has implemented many of the administrative initia-
tives that were recommended in the Report.> In sum, during the past decade, while
the SEC has continued to support repeal of the Act, we have also recognized that

28See Public Utility Holding Company Act Amendments: Hearings on S. 1869, S. 1870 and S.
1871 Before the Subcomm. On Securities of the Senate Comm. On Banking, Housing, and Urban
Affairs, 97th Cong., 2d Sess. 359-421 (statement of SEC).

3The study focused primarily on registered holding company systems. There were, at the time
of the study, 19 such systems. The 1935 Act was enacted to address problems arising from
multistate operations, and reflects a general presumption that intrastate holding companies and
certain other types of holding companies, which the 1935 Act exempts and which now number
119, are adequately regulated by local authorities. Despite their small number, registered hold-
ing companies account for a significant portion of the energy utility resources in this country.
As of September 30, 2001, the 27 registered holding systems (which included 35 registered hold-
ing companies) owned 133 electric and gas utility subsidiaries, with operations in 44 states, and
in excess of 2500 nonutility subsidiaries. In financial terms, as of September 31, 2001, the 27
registered holding company systems owned more than $417 billion of investor-owned electric
and gas utility assets and received in excess of $173 billion in operating revenues. The 27 reg-
istered systems represent over 40% of the assets and revenues of the U.S. investor-owned elec-
tric utility industry and almost 50% of all electric utility customers in the United States.

4Sections 32 and 33 of the Act, which were added to it by the Energy Policy Act of 1992, per-
mit, subject to certain conditions, the ownership of exempt wholesale generators and foreign
utility companies. The impact of section 32 on the electricity industry is discussed in more detail
below. Section 34, which was added by the Telecommunications Act of 1996, permits holding
companies to acquire and retain interests in companies engaged in a broad range of tele-
communications activities.

5The Report recommended rule amendments to broaden exemptions for routine financings by
subsidiaries of registered holding companies (see Holding Co. Act Release No. 26312 (June 20,
1995), 60 FR 33640 (June 28, 1995)) and to provide a new exemption for the acquisition of inter-
ests in companies that engage in energy-related and gas-related activities (see Holding Co. Act
Release No. 26667 (Feb. 14, 1997), 62 FR 7900 (Feb. 20, 1997) (adopting Rule 58)). In addition,
the Report recommended and the SEC has implemented changes in the administration of the
Act that would permit a “shelf” approach for approval of financing transactions. For example,
during calendar year 2000, all eleven of the new registered holding companies received multi-
year financing authorizations that included a wide range of debt and equity securities. The Re-
port further recommended a more liberal interpretation of the Act’s integration requirements
which has been carried out in our merger orders. The Report also recommended an increased
focus upon auditing regulated companies and assisting state and local regulators in obtaining
access to books, records, and accounts. Six state public utility commissions participated in the
last three audits of the books and records of registered holding companies.
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we need to administer it faithfully, while streamlining and adding flexibility to the
regulatory structure where permitted by the Act.

III. REPEAL OF PUHCA

A. The Commission’s Continuing Support of Repeal

As I have stated, the Commission continues to support repeal of PUHCA, as long
as repeal is accomplished in a way that gives the FERC and state regulators suffi-
cient authority to protect utility consumers. Not surprisingly, however, in light of
recent events, there are those who are now asking whether Enron’s collapse should
cause those who support PUHCA repeal to reconsider.

As I stated at the beginning of my testimony, the harm that Enron’s collapse has
inflicted on the company’s investors and employees is now readily apparent. The
SEC, various other regulatory agencies and the Congress are now all investigating
what happened at Enron, why it happened and what should be done to prevent
Enron-like debacles in the future. These investigations are not only appropriate, but
are necessary if the implications of Enron for a broad range of policy issues are to
be fully understood. Currently, however, I am aware of nothing with regard to
Enron that would change our opinion on PUHCA repeal.

Enron is currently an exempt holding company under PUHCA. When Enron ac-
quired Portland General Electric in 1998, it claimed an exemption under rule 2, 17
C.F.R. §250.2, as an intrastate holding company. Enron was able to claim this ex-
emption because it was incorporated in Oregon; Portland General, its only utility
subsidiary, was incorporated in Oregon; and Portland General’s utility operations
were located in Oregon. Enron recently agreed to sell Portland General to North-
VPV%SI:LI Cl\jiatural Gas, a transaction that is subject to Commission approval under

In 1994, Enron Power Marketing Inc. (“EPMI”), a subsidiary of Enron, received
a no-action letter from staff in the SEC’s Division of Investment Management in
which the staff agreed not to recommend enforcement action against EPMI if it en-
gaged in power marketing activities without it or Enron registering under the Act.
In its request for no-action relief, EPMI argued that the contracts, books and
records and other materials underlying its power marketing activities were not “fa-
cilities used for the generation, transmission, or distribution of electric energy for
sale” (see PUHCA §2(a)(3)), that the power market subsidiary was therefore not an
“electric utility company” for purposes of PUHCA, and Enron was thus not a utility
holding company for purposes of the Act. EPMI’s request stated that, at the time,
other companies were already engaged in similar power marketing activities. The
staff, without necessarily concurring in EPMI’s legal analysis, gave EPMI the re-
quested no-action relief. The staff has given analogous no-action relief to approxi-
mately twenty companies.®

As Chairman Pitt testified before a House Subcommittee earlier this week, the
speed and tragic consequences of Enron’s collapse demonstrate the need for a vari-
ety of reforms in our administration of the securities laws that the Chairman and
others at the SEC have been discussing in recent months. All investors, including
investors in public utility holding companies, are entitled to a regulatory system
that produces disclosure that is meaningful and intelligible. To address flaws in the
current system, we are considering ways to ensure that investors receive more cur-
rent disclosure, better disclosure of “trend” and “evaluative” data, and clear and in-
formative financial statements. Likewise, in order to prevent our system of account-
ing from being abused, whether by public utility holding companies or other types
of companies, we are working to establish a better system of private regulation of
the accounting profession and to make sure that the FASB responds expeditiously
and clearly to establish needed accounting standards.

Enron is a tragedy for our entire system of disclosure regulation. What happened
to investors of Enron should be prevented from happening to investors in any com-
pany. However, the tragic collapse of Enron is not a result of its classification or
lack of classification as a public utility holding company.

B. Affiliate Transactions and Cross-Subsidization

Thus, we continue to believe that repeal of PUHCA will not sacrifice any needed
investor protections. As we have testified in the past, however, we continue to be-

6 Since that time, the Commission has given exempt and registered holding companies the au-
thority necessary to engage in power marketing as a nonutility activity. For example, rule 58,
17 CFR §250.58, which was adopted in early 1997, permits registered holding companies to en-
gage in “[t]he brokering and marketing of energy commodities, including but not limited to elec-
tricity, natural or manufactured gas and other combustible fuels” as a permitted nonutility ac-
tivity.



14

lieve that, in order to provide needed protection to utility consumers, the FERC and
state regulators should be given additional authority to monitor, police, and regulate
affiliate transactions.

Specifically, although deregulation is changing the way utilities operate in some
states, electric and gas utilities have historically functioned as monopolies whose
rates are regulated by state authorities. Some regulators subject these rates to
greater scrutiny than others. There is a continuing risk that a monopoly, if left un-
guarded, could charge higher rates and use the additional funds to subsidize affili-
ated businesses in order to boost its competitive position in other markets. Because
repeal of PUHCA would eliminate existing restrictions on both the size of utility
holding companies and their ability to engage in non-utility activities, this risk may
be magnified if holding company systems become bigger and more complex. Thus,
so long as electric and gas utilities continue to function as monopolies, the need to
protect against this type of cross-subsidization will remain. The best means of
guarding against cross-subsidization is likely to be audits of books and records and
federal oversight of affiliate transactions. Any move to repeal PUHCA should in-
clude provisions giving the FERC and state regulators the necessary tools to engage
in this type of oversight.

As we testified last year with respect to S. 206, the bill upon which the PUHCA
repeal provisions of S. 1766 appear to have been based, S. 1766 represents a form
of this type of conditional repeal. In particular, S. 1766 would provide the FERC
with the right to examine books and records of holding companies and their affili-
ates that are relevant to costs incurred by associate utility companies, in order to
protect ratepayers. S. 1766 would also provide an interested state commission with
access to such books and records (subject to protection for confidential information),
if they are relevant to costs incurred by utility companies subject to the state com-
mission’s jurisdiction and are needed for effective discharge of the state commis-
sion’s responsibilities in connection with a pending proceeding. S. 1766 thus gives
the FERC and state regulators the ability to review affiliate transactions after-the-
fact and to exclude unjustified costs arising from affiliate transactions from a util-
ity’s rate base. While this is a significant power, and one we believe that state and
federal rate regulators should possess, we also believe that Congress should consider
giving the FERC the authority to use its rulemaking authority to prohibit or limit
on a prospective basis those types of affiliate transactions that it concludes are so
abusive that they should not be allowed.

C. Market Power Issues

Repeal of PUHCA would remove barriers that now exist to consolidation within
the utility industry as well as barriers that prevent diversified, non-utility compa-
nies from acquiring utilities. Removal of these restrictions may raise competitive
issues related to the “market power” of utilities. PUHCA was intended to address,
among other things, the concentration of control of ownership of the public-utility
industry. In particular, section 10(b)(1) of the Act requires the SEC to disapprove
a utility acquisition if it will tend toward concentrated control of public-utility com-
panies in a manner detrimental to the public interest or the interest of investors
or consumers.” Traditionally, the SEC’s analysis of utility acquisitions under section
10(b)(1) includes consideration of federal antitrust policies.® More specifically, the
anticompetitive ramifications of an acquisition have traditionally been considered in
light of the fact that public utilities are regulated monopolies subject to the rate-
making authority of federal and state administrative bodies.?

However, the SEC is not the only agency that reviews the potential anticompeti-
tive effects of utility acquisitions. In many instances, proposed utility acquisitions
are subject to FERC and state approval. Like the SEC, the FERC must consider
antitrust implications of matters before it.10 In addition, the potential anticompeti-

7The SEC must also consider whether the purchase price is reasonable; whether the purchase
will unduly complicate the capitalization of the resulting system; and whether the transaction
will serve the public interest by tending toward the economic and efficient development of an
integrated public-utility system.

8 Municipal Electric Association v. SEC, 413 F.2d 1052, 1056-07 (D.C. Cir. 1969) (section
10(b)(1) analysis “must take significant content” from “the federal anti-trust policies”), cited in
City of Holyoke v. SEC, 972 F.2d 358, 363; Environmental Action, Inc. v. SEC, 895 F.2d 1255,
128? ((Q)t})l Cir. 1990) (“Federal antitrust policies are to inform the SEC’s interpretation of section
10(b)(1)).

9 Entergy Corp., Holding Co. Act Release No. 25952 (Dec. 17, 1993), citing Northeast Utilities,
Holding Co. Act Release No. 25221, request for reconsideration denied, Holding Co. Act Release
No. 26037 (Apr. 28, 1994), remanded sub nom. Cajun Electric Power Cooperative, Inc. v. SEC,
1994 WL 704047 (D.C. Cir. Nov. 16, 1994).

10 See Gulf States Utilities Co., v. FPC, 411 U.S. 747 (1973).
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tive effects of utility acquisitions are independently reviewed by the Department of
Justice or the Federal Trade Commission.

In recent years, the SEC has looked to all these regulators for their expertise in
assessing operational and competitive issues, particularly in situations in which the
combined entity resulting from a merger would have control of key transmission fa-
cilities and of surplus power. Thus, although the SEC does independently assess the
transaction under the standards of PUHCA, we have generally relied upon the
FERC’s greater expertise regarding issues related to utility competition. The Court
of Appeals for the District of Columbia Circuit has stated that “when the SEC and
another regulatory agency both have jurisdiction over a particular transaction, the
SEC may ‘watchfully defer’ to the proceedings held before—and the result reached
by—that other agency.” 11

Therefore, repeal of PUHCA is unlikely to affect how market power issues are re-
viewed at the federal level. While PUHCA provides an additional layer of regulatory
approval for certain utility mergers, the Commission’s reliance, where appropriate,
on other regulators for the key market power determination make its review of mar-
ket power issues largely redundant. Nonetheless, because repeal of PUHCA may in-
crease consolidation in the utility industry, Congress could conclude that provisions
such as section 202 of S. 1766 are necessary to give the FERC sufficient authority
to ensure that what consolidation does occur in the utility industry does not harm
consumers.

D. Other Consumer Protection Issues

I know that Congress and others are considering other types of consumer protec-
tions in the utility area. For example, there has been discussion of whether the
FERC needs additional ratemaking authority in the wholesale electricity markets.
Likewise, there has been discussion of whether the FERC or the Commodity Fu-
tures Trading Commission should be given additional authority to oversee trading
in energy-related derivatives to prevent market manipulation. While I recognize
that it is important for Congress to consider issues of these types, the SEC does not
have statutory authority to regulate utility rates under PUHCA. Likewise, PUHCA
does not give the SEC authority to attempt to prevent manipulation in the energy
trading markets. The SEC therefore lacks the expertise to express a view on wheth-
er reforms are needed in these areas.

E. PUHCA Repeal and National Energy Policy

Repealing the Act is not, however, a magic solution to the current problems facing
the U.S. utility industry. PUHCA repeal can be viewed as part of the needed re-
sponse to the current energy problems facing the country—notably, the Administra-
tion’s recent report on energy policy includes a recommendation that PUHCA be re-
pealed.2 But repeal of the Act will not have any direct effect on the supply of elec-
tricity in the United States. The Act does not, for example, currently place signifi-
cant restrictions on the construction of new generation facilities. As part of the En-
ergy Policy Act, Congress amended the Act in 1992 to remove most restrictions on
the ability of registered and exempt holding companies (as well as companies not
otherwise subject to PUHCA) to build, acquire and own generating facilities any-
where in the United States. These types of facilities—exempt wholesale generators
or “EWGs”—are not considered to be electric utility companies under PUHCA, and,
in fact, are exempt from all provisions of PUHCA. The only limitation that remains
under PUHCA is one imposed by Congress on registered holding companies’ invest-
ments in EWGs—namely, that a registered company may not finance its EWG in-
vestments in a way that may “have a substantial adverse impact on the financial
integrity of the registered holding company system.”13 In short, the Energy Policy

11 Madison Gas and Electric Company v. SEC, 168 F.3d 1337, (D.C. Cir. 1999); City of Holyoke
\é. SEC, supra note 10, citing Wisconsin’s Environmental Decade, Inc. v. SEC, 882 F.2d 523 (D.C.

ir. 1989).

12 See National Energy Policy: Report of the National Energy Policy Development Group at
5-12 (May 2001) (recommending the reform of “outdated federal electricity laws, such as the
Public Utility Holding Company Act”).

13While no Commission approval is required for the acquisition of an EWG as a result of the
Energy Policy Act, Commission approval is required, for example, before a registered holding
company can issue securities to finance the acquisition of, or guarantee securities issued by, an
EWG. Under the Energy Policy Act, Congress directed the SEC to adopt rules with respect to
registered holding companies’ EWG investments. Pursuant to these requirements, in 1993 the
SEC adopted rules 53 and 54 to protect consumers and investors from any substantial adverse
effect associated with investments in EWGs. Rule 53 created a partial safe harbor for EWG
financings. Rule 53 describes circumstances in which the issue or sale of a security for purposes
of financing the acquisition of an EWG, or the guarantee of a security of an EWG, will be

Continued
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Act removed restrictions on the ability of registered and exempt holding companies
to build, acquire and own generating facilities anywhere in the United States. As
a result, a number of registered holding companies now have large subsidiaries that
own generating facilities nationwide. Numerous other companies not subject to the
Act have also entered the generation business.14

Instead, repeal of the Act would eliminate regulatory restrictions that prohibit
utility holding companies from owning utilities in different parts of the country and
that prevent nonutility businesses from acquiring regulated utilities. In particular,
repeal of the restrictions on geographic scope and other businesses would remove
the impediments created by the Act to capital flowing into the industry from sources
outside the existing utility industry. Repeal would thus likely have the greatest im-
pact on both the continuing consolidation of the utility business as well as the entry
of new companies into the utility business.

Repeal of the Act would also eliminate any impediments that exist to other regu-
lators’ attempts to modernize regulation of the utility industry. For example, during
the past year, questions have arisen about how the Act will impact the ability of
the FERC to implement its plans to restructure the control of transmission facilities
in the United States.1®> Specifically, in order to “ensure that electricity consumers
pay the lowest price possible for reliable service,” the FERC recently implemented
new regulations designed to create “independent regionally operated transmission
grids” that are meant to “enhance the benefits of competitive electricity markets.” 16
As a result of FERC’s new regulations, many utilities will cede operating control—
and in some cases, actual ownership—of their transmission facilities to newly-cre-
ated entities. The status of these entities, as well as the status of utility systems
or other companies that invest in them, raise a number of issues under the Act.
Most prominently, it has been asserted that the limits the Act places on the other
businesses in which a utility holding company can engage will create obstacles for
nonutility companies that may wish to invest in or operate these new transmission
entities. While the SEC believes it has the necessary authority under the Act to deal
with the issues created by the FERC’s restructuring without impeding that restruc-
turing, repeal of the Act would nonetheless effectively resolve these issues.

This example, however, raises the broader issue of the relationship between the
FERC’s and the SEC’s regulation of the utility industry. The FERC is clearly the
agency that Congress intended to take the lead role in regulating the utility indus-
try. The SEC, in contrast, is primarily devoted to regulating the securities markets.
Although we always attempt to work together with the FERC to ensure that, to the
extent possible, our regulation of utility holding companies under PUHCA does not
impede their ability to regulate the utility industry, sometimes conflict is inevitable.
Given this, if Congress chooses not to repeal PUHCA, we believe that responsibility
for the Act, whether in its current form or in a modified form, should be transferred
from the SEC to the FERC. Given the nature of the FERC’s responsibilities and its
expertise in regulating the utility industry, it is simply in a better position to bal-
ance the goals of PUHCA and the other statutes it administers, and thereby regu-
late the utility industry in a more consistent and effective manner.

The SEC takes seriously its duties to administer faithfully the letter and spirit
of the 1935 Act and is committed to promoting the fairness, liquidity, and efficiency
of the United States securities markets. By supporting conditional repeal of the
1935 Act, the SEC hopes to reduce unnecessary regulatory burdens on America’s en-
ergy industry while providing adequate protections for energy consumers.

The CHAIRMAN. Thank you very much, Commissioner Hunt.
Let me go ahead with Mr. Hemmingway. We appreciate your
being here, and go right ahead with your testimony.

deemed not to have a substantial adverse impact on the financial integrity of the system. For
transactions outside the Rule 53 safe harbor, a registered holding company must obtain SEC
approval of the amount it wishes to invest in EWGs. The standards that the SEC uses in assess-
ing applications of this type are laid out in Rule 53(c).

14 See, e.g., National Energy Policy: Report of the National Energy Policy Development Group
at 5-11 (May 2001) (noting that “[m]Jost new electricity generation is being built not by regulated
utilities, but by independent power producers”).

15See FERC Order 2000, “Regional Transmission Organizations,” 65 FR 810 (Jan. 6, 2000)
(codified at 18 C.F.R. §35.34).

16 Order 2000, 65 FR at 811.
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STATEMENT OF ROY HEMMINGWAY, CHAIRMAN, OREGON
PUBLIC UTILITY COMMISSION, SALEM, OR

Mr. HEMMINGWAY. Mr. Chairman, members of the committee, my
name is Roy Hemmingway. I am the chairman of the Oregon Pub-
lic Utility Commission. I am here today on behalf of the National
Association of Regulatory Utility Commissioners, commonly known
as NARUC. I appreciate the opportunity to testify before you today,
and I wish to have my written remarks included in the record and
I will summarize those written remarks.

NARUC supports the provisions found in S. 1766, sections 223
through 228, as they pertain to reform of the Public Utility Holding
Company Act and increasing Federal and State access to books and
records, as well as moving Federal responsibility over holding com-
panies to the Federal Energy Regulatory Commission.

In 1935, Congress enacted PUHCA in response to widespread fi-
nancial abuse of electric and gas consumers and investors by
multistate holding companies. Incidentally, the Holding Company
Act was signed into law almost simultaneously with the Federal
Power Act, which created the Federal Power Commission, which
eventually became FERC.

PUHCA had three basic goals: to simplify corporate structure of
utility companies so that they would aid Federal and State regu-
latory efforts; second, to focus utility management on the efficient
operation of an integrated utility company operating in a limited
geographic area and restricting diversification; and three, to protect
utility consumers and investors through the disclosure of appro-
priate information, limitations on issuance of securities and guar-
antees, and regulation of inter-affiliate contracting practices within
holding company systems.

There have been three significant changes to PUHCA in recent
years. In the Public Utility Regulatory Policies Act of 1978,
PURPA, Congress exempted owners of cogeneration and small pow-
erplants from PUHCA’s restriction on ownership of generating fa-
cilities. In 1992, in the Energy Policy Act, Congress exempted own-
ers of any powerplant selling power exclusively at wholesale or an
owner of a utility operating in a foreign country from the same re-
strictions. And in the Telecommunications Act of 1996, Congress
amended PUHCA to allow utility holding companies to own sub-
sidiaries providing telecommunications.

PUHCA, for the last 65 years, has been the principal deter-
minant of the structure of the electric and natural gas utility in-
dustries. Repeal of PUHCA, although it is appropriate today, will
require the addition of regulatory tools to prevent shifts in the
structure of those industries from negatively affecting the consum-
ers whom we as State commissioners are sworn to protect.

The energy utility industries today are the least concentrated
major industries in the Nation. Over 100 different investor-owned
utilities serve electricity customers and about 200 natural gas utili-
ties serve customers today. There is no question that creating so
many simply structured, geographically distinct entities was in the
public interest 6 decades ago. These small companies were easier
to regulate, were big enough to capture the economies of scale of
the day, and provided greater assurance of responsiveness to local
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needs than did the absentee owners of their predecessor holding
companies.

Repeal of PUHCA will likely lead to greater consolidation of the
energy utility industry. As more local companies merge, more of
their costs become federally jurisdictional and States lose some of
their regulatory power. This shift away from State jurisdiction is
happening in any case in the electricity industry, as increasing
amounts of electricity are traded in the federally regulated whole-
sale market, relative to the State-regulated, utility-owned genera-
tion.

Today, it is questionable whether the industry structure man-
dated by the Holding Company Act is appropriate for a national
electricity system characterized by active competitive markets. If
the Holding Company Act is repealed, the Federal Government will
no longer be mandating this industry structure that has resulted
in so many relatively small utility companies that are geographi-
cally distinct. And States have some concerns about greater consoli-
dation and greater complexity that is likely to result even if
PUHCA repeal is a desired result. As a State commissioner, I have
concerns about diversification into non-utility areas, about utilities
dealing with affiliated interests, and the potential cross-subsidiza-
tion of these interests from the regulated enterprises.

Access to books and records by State and Federal regulators of
all the affiliates of a holding company is a very important tool for
regulators in dealing with complex corporate structures involving
utilities.

In addition, continuing my authority as a State regulator over
mergers and strengthening FERC’s authority over mergers is an
important aspect of what needs to be done if PUHCA is repealed.

Finally, I think it is difficult to predict what will happen in the
electricity and natural gas industries once PUHCA is repealed. The
degree of consolidation and concentration that may result is not
possible to predict today, and the problems that may result I think
are not possible to predict. So, I urge this committee and the Con-
gress to continue to monitor these industries. The Department of
Justice, the Federal Trade Commission also should be actively in-
volved in monitoring the developments in these industries if
PUHCA is repealed.

That concludes my testimony, Mr. Chairman. I will be happy to
answer questions at the appropriate time.

[The prepared statement of Mr. Hemmingway follows:]

PREPARED STATEMENT OF ROY HEMMINGWAY, CHAIRMAN, OREGON PUBLIC UTILITY
COMMISSION, SALEM, OR

Mr. Chairman and Members of the Committee: My name is Roy Hemmingway.
I am the Chairman of the Oregon Public Utility Commission. I am here today on
behalf of the National Association of Regulatory Utility Commissioners, commonly
known as NARUC. I greatly appreciate the opportunity to appear before the Senate
Committee on Energy and Natural Resources and I respectfully request that
NARUC’s written statement be included in today’s hearing record as if fully read.

NARUC is a quasi-governmental, nonprofit organization founded in 1889. Its
membership includes the State public utility commissions for all States and terri-
tories. NARUC’s mission is to serve the public interest by improving the quality and
effectiveness of public utility regulation. NARUC’s members regulate the retail rates
and services of electric, gas, water and telephone utilities. We have the obligation
under State law to ensure the establishment and maintenance of such energy utility
services as may be required by the public convenience and necessity, and to ensure
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that such services are provided at rates and conditions that are just, reasonable and
nondiscriminatory for all consumers.

NARUC supports the provisions found in S. 1766, sections 223 through 228 as
they pertain to reform of the Public Utility Holding Company Act (PUHCA) and in-
creasing Federal and State access to books and records as well as moving Federal
responsibility to the FERC. Access to books and records required to verify trans-
actions directly affecting a companies regulated utility operations is of vital impor-
tance to State commissions. Requests for such books and records by a commission,
its staff, or its authorized agents should be deemed presumptively valid, material,
and relevant, with the burden falling to the company to prove otherwise.

Additionally, the company should be required to commit to providing an audit
trail for all corporate and affiliate transactions that impact the companies regulated
utility operations. This would give a great deal of access to the State Commission
for information that will be needed to audit affiliated activities of a company on a
going-forward basis. More importantly, this will greatly diminish the burden of a
State Commission and its staff to have to prove each time requested, the need to
gain access to the books and records. On the other hand, the companies are pro-
tected from potential requests for access to books and records not pertaining to util-
ity operations. Thus, these provisions have a symmetry which balances the regu-
lators need to see with the companies’ need to protect.

In 1935, Congress enacted PUHCA in response to widespread financial abuse of
electric and gas consumers and investors by multistate holding companies. PUHCA
had three basic goals. (1) To simplify the corporate structures of utility holding com-
panies to aid State and Federal regulatory commissions in their efforts to regulate
the rates and services of their utility subsidiaries; (2) To focus utility management
on the efficient operation of an integrated utility company operating in a limited ge-
ographic area and to restrict diversification into non-utility activities; and (3) To
protect utility consumers and investors through the disclosure of appropriate infor-
mation, limitations on issuance of securities and guarantees, and regulation of inter-
affiliate contracting practices within holding company systems.

There have been three significant changes to PUHCA in recent years. In the Pub-
lic Utility Regulatory Policies Act of 1978, Congress exempted owners of cogenera-
tion and small power plans from PUHCA’s restrictions on ownership of generating
facilities. In the Energy Policy Act of 1992, Congress exempted owners of any power
plant selling power exclusively at wholesale or any owner of a utility operating in
a foreign country from the same restrictions. In the Telecommunications Act of
1996, Congress amended PUHCA to allow utility holding companies to own subsidi-
aries providing telecommunications service.

I want to focus now on three issues regarding repeal of PUHCA. These are issues
around industry structure, utility diversification, and utility transactions with affili-
ates.

INDUSTRY STRUCTURE

PUHCA, for the last 65 years, has been the principal determinant of the structure
of the electric and natural gas utility industries. Repeal of PUHCA, although it may
well be appropriate today, will require the addition of regulatory tools to prevent
shifts in the structure of those industries from negatively affecting consumers.

The energy utility industries are today the least concentrated major industries in
the nation. Over a hundred different investor-owned electric utilities and about 200
natural gas utilities serve customers today. There is no question that creating so
many simply structured, geographically distinct entities was in the public interest
six decades ago. These small companies were easier to regulate, were big enough
to capture the economies of scale of the day, and provided greater assurance of re-
sponsiveness to local needs than did the absentee owners of their predecessor hold-
ing companies.

Repeal of PUHCA will likely lead to greater consolidation in the energy utility in-
dustry. As more local companies merge, more of their costs become federally juris-
dictional, and states lose some of their regulatory power. This shift away from state
jurisdiction is happening in any case in the electricity industry, as increasing
amounts of electricity are traded in the federally regulated wholesale market rel-
ative to state-regulated, utility-owned generation.

Today, it is questionable whether the industry structure mandated by PUHCA is
appropriate for a national electricity system characterized by active competitive
markets. Repeal of the structural requirements of PUHCA, coupled with FERC re-
view of mergers, will allow for the market to decide the appropriate level of industry
concentration without bringing too much risk of concentrations of market power.
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Regardless of the changing industry structure, states need access to the books and
records of the holding company, so that they can effectively regulate the retail util-
ity.

DIVERSIFICATION

Shortly after the enactment of the Energy Policy Act of 1992, which allowed elec-
tric utilities significant latitude to invest in non-utility and foreign activities, utili-
ties began to diversify their investments in these non-utility and foreign ventures.
Since this was new territory for State regulators as to how to protect consumers
from the risk of these diversification efforts, some State regulators looked to nego-
tiate “Chinese wall” agreements with the companies to be filed with the SEC. These
agreements contained protective safeguards for utility customers from the risks as-
sociated with diversification through provisions for transfer pricing among affiliates
on a basis other than cost, for access to books and records of affiliates, and for audit-
ing transactions between utility and non-utility affiliates.

State commissions are responsible for protecting ratepayers from the risks associ-
ated with diversification by utilities and their holding companies into non-utility
businesses and associated with future acquisitions by these entities of additional
utility and non-utility businesses. Although it has become common practice for elec-
tric utilities to diversify into non-utility and foreign businesses, this diversification
carries more risk than the core regulated utility business. NARUC believes that this
risk should not be borne or shifted to the customers of the regulated utility, since
the beneficiaries of these investments are the shareholders.

Currently, absent a negotiated agreement, when a company falls under the
PUHCA, rather than having direct authority over financial transactions, cost alloca-
tions, and affiliate transactions, State Commissions are relegated to applying for re-
lief as a party before the Securities and Exchange Commission (SEC), and the SEC
rarely if ever holds hearings under PUHCA. Thus, the SEC staff makes its rec-
ommendations to the SEC based on the exchange of paper pleadings among parties
and bypasses the traditional evidentiary process. In general, the registered holding
company structure creates opportunities for regulatory forum shopping, in that, if
a registered holding company and its subsidiaries do not receive the cost recovery
result they want from State regulators, they can ingeniously find a way to make
the costs at issue subject to the SEC’s jurisdiction under PUHCA by creating a com-
pany in which to house such costs or moving such costs to a common service com-
pany or by some other means.

Additionally, regulation by the SEC under PUHCA has been greatly relaxed since
the 1980s with regard to its interpretation to meet changing circumstances in the
industry. The SEC staff, which is at a minimal level, is not adequate to conduct
compliance audits of the numerous registered holding companies under its jurisdic-
tion, while the number of registered holding companies has increased significantly
in recent years. In fact, the SEC staff has, in the past, solicited the help of State
regulatory auditors in these undertakings. However, States may not always benefit
from participating in such joint audits with the SEC. Participating State auditors
could have difficulty obtaining confidential data from the company being audited be-
c}a;usi:1 the company can protest as to whether the State had clear authority to access
this data.

In sum, the SEC cannot and does not adequately protect retail customers from
the risks of diversification by holding companies and their affiliate enterprises.

TRANSACTIONS WITH AFFILIATES

Section 13 of PUHCA and related regulations generally govern the oversight by
the SEC of contracts for goods and services among affiliated companies. Section 13,
and the implementation of Section 13 by the SEC, is inadequate for addressing abu-
sive affiliate transactions. The allocation of common overhead costs anticipated to
be consolidated as a result of the merger would fall under the regulation of the SEC
under PUHCA, including the use of the “at cost” standard for affiliate transactions,
regardless of whether the SEC requires the creation of a separate service company
to house these common overhead functions.

As I alluded to earlier, abusive affiliate transactions, including intercompany
loans and stock issuances and price gouging, led to the enactment of PUHCA in the
first place. Although most of these abuses were cleaned up as a result of PUHCA’s
passage, there is still ample opportunity for registered holding companies to pass
off bad business decisions to the regulated utility side of their businesses. Thus,
there is a concern that the SEC’s “at cost” standard can prevent State regulators
from exercising meaningful authority over the prudence of a utility’s business deal-
ings with its affiliated companies. If these affiliates happen to be in non-utility busi-
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nesses, the possibility of cross-subsidization of unregulated activities by regulated
utilities also arises.

PUHCA insured that affiliate transactions could occur only at cost, thus slamming
the lid on affiliates charging prices way above cost to their sister utility companies
for goods and services. There have been cases where the “cost” of an affiliate for
a good or service exceeds what a utility could buy the same good or service for in
the market. For example, suppose that a registered holding company creates a sub-
sidiary to buy real estate and lease it back to its affiliate utility subsidiaries. Sup-
pose that the real estate subsidiary leases the building to the utility subsidiaries
for $10 million annually, which is cost. Under the SEC’s “at cost” rule for affiliate
transaction pricing, the regulated utility subsidiaries would pay and charge their
ratepayers $10 million annually, without reference to the current market for similar
real estate in the area. If the same utility subsidiaries could lease office space for
$5 million annually in the local market, then under the “at cost” rule for affiliate
transactions, ratepayers would be subsidizing the activities of the real estate sub-
sidiary. These circumstances are very similar to those in the Ohio Power case,
where the utility subsidiary was forced to pay the costs of coal from its affiliated
coal company, which exceeded market coal prices by 30 percent. Thus, affiliate
transactions can raise the issue not only of imprudent decision-making, but also of
handcuffing state regulators under pre-emption by the SEC under PUHCA.

In conclusion, NARUC believes that Congress should reform PUHCA in the man-
ner proposed in S. 1766, but in doing so, should allow the States to protect the pub-
lic through maintaining effective oversight of holding company practices and ex-
panding State access to holding company books and records, independent of any
similar authorities granted to the federal regulatory bodies. NARUC also believes
that given recent events, FERC and the States ought to be given greater access to
corporate documents to conduct investigations into financial dealings than is con-
templated in S. 1766. Each time statutory exemptions were made to PUHCA, safe-
guards to protect utility consumers were included. The enhanced State and Federal
access to data and information we have suggested will provide consumer protection
safeguards in an environment without the PUHCA safety net as we know it today.
Additionally, I have attached to this statement, a copy of NARUC’s National Elec-
tricity Policy, adopted at our Annual Convention held last November. This document
presents NARUC’s positions on those issues that help to frame the PUHCA debate.
Thank you for your attention, I look forward to your questions.

NARUC’s NATIONAL ELECTRICITY PoLICY
I. GENERAL PRINCIPLES

The nation’s energy policy should assure adequate, reasonably priced, reliable,
safe, and environmentally sound electricity. To achieve this goal, Federal legislation
should:

1. Encourage additional fuel- and technology-diverse supply resources to meet the
nation’s growing energy demands;

2. Promote demand-side management to achieve the most efficient use of elec-
tricity;

3. Provide for reliability standards and their enforcement;

4. Assure open and effective regional wholesale markets;

5. Minimize the environmental impacts of energy generation, delivery and use;
and

6. Respect, preserve and strengthen the States’ traditional roles in regulating dis-
tribution systems, planning, siting approval, reliability assurance, and consumer
protection.

II. DIVERSE, PLENTIFUL AND ENVIRONMENTALLY RESPONSIBLE ENERGY SUPPLIES

A. Congress should encourage environmentally responsible electricity generation
and the increased use of renewable energy technologies as a tool to achieve fuel di-
versity and greater energy security.

B. Congress should encourage domestic exploration and production of new natural
gas supplies and expansion of natural gas transmission and delivery infrastructure
in an environmentally sound manner at reasonable costs, but should avoid an over-
reliance on natural gas for new electric generation.

C. Coal fuels a significant portion of the nation’s electric power and is expected
to do so for the foreseeable future. However, because of coal’s air emissions, it is
important that Congress and States work together to reduce such air emissions and



22

encourage development of low ?polluting central station generation, including clean-
coal technology.

D. Congress or the Administration should increase the efficiency for licensing and
relicensing processes of hydroelectric and nuclear facilities, without compromising
substantive environmental and safety standards.

E. Although nuclear facilities create long-term radioactive waste problems, they
should continue to play an important part of our national electric supply portfolio
because they provide a significant portion of the nation’s electricity supply and do
not produce air emissions.

F. Congress needs to fulfill its commitment to provide the long-term storage of
spent nuclear fuel very quickly. To accomplish this, Congress should ensure that the
Nuclear Waste Fund revenue and appropriations are managed responsibly and used
only for the establishment of a permanent repository. Pending development of a per-
manent repository, it is better to store spent fuel at one (or more) central location(s)
on an interim basis than to leave it at reactor sites.

G. The States support ongoing and renewed efforts to maintain the security of nu-
clear power plants and prevent the proliferation of weapons-grade byproducts.

H. Congress should enact legislation to lift the Public Utility Regulatory Policies
Act’s mandatory purchase requirement, but should allow the States to determine ap-
propriate measures to protect the public interest in resource acquisition and to ad-
dress mitigation and cost recovery issues associated with these contracts.

III. DEMAND MANAGEMENT

A. Congress should promote energy efficiency programs through increased fund-
ing, tax credits, and the setting of increasingly more efficient national building codes
and standards for motors, lighting and appliances.

B. Congress should promote planning strategies for maintaining a proper balance
between supply and load that includes demand-side management techniques (in-
cluding price-responsive demand mechanisms), intermittent and renewable re-
sources, conservation/energy efficiency programs, as well as traditional supply and
transmission options.

C. Congress should continue to provide funding for energy efficiency and conserva-
tion for low and moderate income consumers through programs that provide edu-
cation, weatherization, housing improvements, installation of higher efficiency appli-
ances, and similar usage reduction measures.

IV. RTOS, RELIABILITY, PLANNING & DELIVERY INFRASTRUCTURE

A. Regional Transmissions Organizations

1. Congress should require the FERC, in cooperation with the States, to determine
boundaries, structure, and functions for regional transmission organizations (RTO).

2. Congress should require the FERC to give RTOs sufficient authority to perform
regional grid management, expansion, and efficient system operations that are built
and operated in the most economical, reliable and environmentally acceptable way
to realize short-term as well as long ?term reliability and facilitate efficient whole-
sale market transactions.

3. Congress should require the FERC to recognize States’ rights to active partici-
pation in RTO governance. This would include development (and revision) of market
rules, reliability and planning, access to RTO market monitoring information, devel-
opment, with federal authorities, of market power mitigation programs.

B. Long-Term Planning

1. Congress should require that RTOs or other regional bodies have sufficient au-
thority to conduct long term planning for their regions and, working with the States
and transmission owners, implement long-term planning that should:

(a) Take into account fuel diversity including renewables resources;

(b) Recognize the need for new investment in generation and transmission fa-
cilities that provides adequate reserve margins;

(c) Assure that reliability is not compromised by resource imbalances;

(d) Reduce any decisional role for entities with unreasonable generation or
transmission market power;

(e) Include broad public participation and collaboration among market partici-
pants and third party participation in offering competitive alternatives such as
demand-side and distributed generation options;

(f) Develop a cost allocation method that is objective, non-discriminatory,
weighs environmental and societal risk, and associates costs with benefits;

(g) Allow the use of competition, subject to appropriate regulatory oversight,
to encourage robust wholesale markets; and
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(h) Assure adequate resources in all regions of the nation.

2. Congress should support the States’ authority over local distribution utilities
to provide interconnection arrangements for self-generation and generation units
that utilize the local distribution network.

C. Reliability

1. Congress should mandate compliance with industry-developed reliability stand-
ards on the bulk power system that includes adequate reserve margins and pre-
serves the authority of the States to set more rigorous standards when deemed to
be in the public interest.

2. Congress should ensure that States continue to have the authority to establish
effective price signals that allow consumers to choose alternative levels of reliability
and power quality.

D. Delivery Infrastructure

1. States should retain authority to site electric facilities, while Congress should
support the States’ authority to negotiate and enter into cooperative agreements or
compacts with federal agencies and other States to facilitate the siting and construc-
tion of electric transmission facilities as well as to consider alternative solutions to
such facilities, such as distributed generation and energy efficiency.

2. Congress should pursue policies that promote and ensure pipeline safety, and
streamline existing siting processes to increase administrative efficiency, including
the coordination of all federal, State and local participation in these processes, with-
out compromising substantive environmental and safety standards.

V. ENERGY MARKETS

A. Access to Information

1. Congress should recognize that States implementing competitive retail markets
and those with traditional regulatory structures, and Federal, State and regional
agencies and organizations overseeing the development of wholesale energy markets
require comprehensive and timely market information. Congress should adopt poli-
cies that safeguard public access to information necessary to enable the monitoring
of these markets, while also providing protection for information demonstrated to
be commercially, or otherwise, sensitive.

B. Retail Markets

1. Congress should not interfere with the States’ authority over all aspects of re-
tail service including the authority to determine just and reasonable retail rates,
and those retail rates designed to encourage reductions in peak demand and to en-
courage demand-side management options.

2. Congress should not mandate retail electricity competition.

C. Wholesale markets

1. Congress should require the FERC to promulgate clear and consistently applied
market rules that foster investment in generation, transmission and demand-side
management resources.

2. Congress should mandate effective and independent monitoring of the whole-
sale electricity markets and empower the relevant States and fede